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AMERICAN AND EUROPEAN BANKING METHODS 
AND BANK LEGISLATION COMPARED 

I 

A COMPARISON of European and American banking 
methods and legislation is so broad a subject that it 
cannot be fully dealt with in a single address. It 
will, therefore, be necessary to limit ourselves to the broad 
outlines of the subject. We shall endeavor to state the general 
basis of the banking business in Europe and to compare it 
with our own, and where European methods differ from each 
other in detail, we shall single out for the purpose of compar- 
ison that system which is generally acknowledged to be the 
most efficient. Furthermore, in speaking of Europe, we shall 
understand the term to mean primarily the three prominent 
financial powers, — England, France, and Germany. 

Let us begin by establishing the line on which modern bank- 
ing has developed. From the primitive method of bartering 
goods for goods, exchange gradually develops to the accept- 
ance of an acknowledged standard or measure, be it the ac- 
cepted value of an ox, a slave, a woman, a measure of grain, 
or a certain weight of metal. Those means of exchange which 
prove the most durable and, at the same time, are the handiest 
because, being the most precious, they absorb the least space, 
are finally evolved as the best measures of value. Thus gold 
and silver of officially certified weight and fineness have de- 
veloped as the coin and currency of nations. The next evo- 
lution is that, instead of accepting and carrying about clumsy 
masses of metal coins, the owner is satisfied to accept a cer- 
tificate of ownership of metal — the note. Here we see the 
first appearance of credit. Credit means, literally, faith; it 
is faith in the bank or government issuing the paper repre- 
senting the bullion. We reach a state of modern banking, 
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however, only when to this credit, which still means payment 
for each transaction in coin or coin certificate, are finally added 
other bank credits, which become part and parcel of the bank- 
ing system. This means that instead of paying by money 
only, the vast majority of the payments are effected through 
transfer of credits; it means payment by check. I need not 
dwell at length on this question of deposits and checks, as it 
has been fully dealt with in some of the preceding addresses. 
The check, however, is only one, although a very important 
one, of the factors that constitute a modern banking sys- 
tem; many other currency-saving devices which prevent the 
use and absorption of cash have to be added to render the 
system a perfect one. We must add a modern system of bills 
of exchange (by which we mean two- or three-months paper 
drawn on banks or bankers or indorsed by them) well regu- 
lated by clear and simple laws. As the check acts as a means 
of transfer of cash credits from one owner to another, so the 
transfer of the acceptance of a bank is the transfer of credits 
on time; it is like the transfer of banks' interest-bearing cer- 
tificates of deposit on time. We shall have to deal fully with 
this important question a little later. As parts of a modern 
banking system we must further add well-organized stock 
and produce exchanges and clear and simple laws regulating 
the administration of corporations, and the issue, the transfer, 
and ownership of securities. All these refinements of our 
business intercourse, if I may so call them, have the object 
and effect of minimizing the physical transfers of property, 
and of reducing to a minimum the dangers of such transfers 
by establishing well defined and generally accepted laws and 
regulations governing such transactions, by avoiding unnec- 
essary payments (through clearings), by liquidating whatever 
balances remain to be settled with the smallest possible use of 
currency, and by concentrating into large centers all offers 
for purchase or sale, so that on a common meeting ground of 
buyers and sellers the exchange of properties can be effected 
with the least expense, the least risk, and the least delay. 

To transform the unsalable individual part ownership or 
individual indebtedness into stocks and bonds having a wide 
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market, and to standardize merchandise, is an important step 
in the development of this time-, risk-, and currency-saving 
device, without which modern banking is inconceivable. 

We have to add one more factor and a most important one. 
The partial replacement of money by instruments of credit 
must needs bring about, as a logical consequence, the neces- 
sity of reserves of money to meet these credit tokens, to re- 
deem which cash may of right be demanded. How large 
these reserves must be depends largely on the strength of the 
confidence — the credit — upon which the general structure is 
erected, and on the degree of perfection with which these re- 
serves may be made available. 

An ideal banking system is that which provides for the 
legitimate needs of a country at moderate rates with the maxi- 
mum use of credit and the minimum use of cash, which checks 
illegitimate or dangerous expansion or speculation, and which 
avoids or minimizes as far as possible all violent convulsions. 

We need not emphasize the fact that the European system 
comes very near accomplishing this ideal, while our system 
has proved palpably inefficient. Recent events have again 
brought it home to us that the richest and soundest country of 
the world went into a disgraceful state of temporary insol- 
vency, while European nations, poor by nature and loaded 
down with much heavier burdens than we, have weathered 
similar storms without any such panic and wholesale destruc- 
tion of property values. Let us consider, then, wherein our 
system differs from theirs, and let us see which component 
parts are missing in our machinery. 

II 

If we may anticipate our conclusions, we may say that our 
methods are completely opposed to those of European coun- 
tries. 

The European system aims at centralization, ours at decen- 
tralization. Europe believes in and has established a system 
of central banks, issuing an elastic currency which follows the 
requirements of commerce and trade and is based, more or 
less, on bills of exchange; while the United States has so far 
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refused to reestablish a central bank and persists in maintain- 
ing a system of inelastic currency issued by 6,500 banks. The 
European system is built on modern bills of exchange, which 
form the quickest assets; while in the United States, the re- 
discounting of paper by banks being practically unknown, the 
chief quick assets relied upon by the banks are call loans on 
stock-exchange collateral. Europe has a system of general 
banks with large capitals and branch banks all over the coun- 
try; we prohibit a similar branch-bank system, and prefer a 
network of 20,000 small independent banks and trust com- 
panies. Europe believes in a system of monthly or half- 
monthly liquidations for stock-exchange transactions, while 
the United States maintains daily settlements. Europe has 
succeeded in working out for each country clear, generally ob- 
served, and uniform laws, regulating all commercial and finan- 
cial questions ; while in the United States not only do the laws 
differ in the various commonwealths, but the underlying prin- 
ciples are not so clearly and so definitely laid down as abroad, 
and every now and then the basis of the business structure is 
violently shaken by some new interpretation or legislation, 
or temporarily upset and endangered by sweeping injunc- 
tions. 

In order fully to understand the European system, it will 
be necessary to explain at the outset the importance of the bill 
of exchange in Europe in the financial intercourse among 
individuals as well as among nations. In the United States 
our commercial paper is the old promissory note, it is a bill; 
in Europe commercial paper is a bill of exchange. I think 
that I cannot more forcibly express the difference between the 
two. In the United States this promissory note is an invest- 
ment, in Europe it is a means of exchange. If, in the United 
States, this promissory note has entered the bank, it usually 
remains there until it falls due; if a New York bank, under 
normal conditions, should try to rediscount such paper, it 
would create suspicion and distrust. This means that every 
dollar invested by a bank in American commercial paper, that 
is, every dollar invested to satisfy the most legitimate require- 
ments of business, leads, without fail, to a locking up of cash 
2 7* (417) 
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in unsalable assets. We have been shown bricks of the time 
of Hammurabi, the Babylonian monarch, evidencing the sale 
of a crop and similar transactions, and I am inclined to believe 
that it was as easy to transfer the ownership of these bricks 
from one person to another as it is to-day for an American 
bank to realize upon its discounted paper, if indeed it was not 
easier. 

Let us now observe the absolutely reverse method of the 
European countries. In Europe there are scores of banks and 
private banking firms that give their two- or three-months' ac- 
ceptances for the commercial requirements of trade, or that 
make it their specific business to indorse commercial bills. A 
commercial borrower in those countries who does not get a 
cash advance will do one of two things: he will either sell to 
his bank or his broker his own three-months' bill, drawn on a 
banking firm willing to give him this credit; or he will sell 
the bill drawn by him on his customer in payment for goods 
sold to him, which bill may be subsequently passed on with 
the indorsement of the banker. Through the addition of the 
established credit of the acceptor, or by the various indorse- 
ments on the bills, the quality of the bill becomes such as 
practically to eliminate the question of credit and risk, and 
the conditions of the sale will depend only on the rate of in- 
terest. From being a scarcely salable promissory note, the 
ownership of which entails a more or less pronounced com- 
mercial risk, the paper has been transformed, if I may call it 
so, into a standard investment, the equivalent of which in cash 
can be easily secured at any time. 

This prime constituent of the European banking machinery 
is entirely missing with us. Its existence is, however, most 
important. Without such paper, the government banks of 
Europe could not accomplish their work; and vice versa, the 
role which this paper generally plays in Europe's financial 
household is dependent on the existence of central banks. The 
two cannot be separated. 

It is one of the main duties and privileges of the govern- 
ment banks to buy legitimate commercial paper, with bank- 
ers' acceptances or bankers' indorsements. As the govern- 
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ment banks buy this paper, the circulation of the notes which 
they issue in payment increases, and on the other hand, as 
they collect this paper upon maturity and reduce their dis- 
counts, their outstanding circulation decreases. This means 
that they expand or contract according to the requirements of 
trade. However, this is not a merely automatic process. For 
as those intrusted with the management of the government 
bank see the necessity of exercising a restraining influence, 
they raise the rate at which the bank discounts, and in this 
they are generally followed by the other banks of the country. 
In the same way, if the government bank finds it advisable 
for any reason to discriminate against the paper or the securi- 
ties of certain groups or individuals, general discrimination 
by the other banks will usually follow. It might be well to 
add that the European government banks are not limited to 
the purchase of paper, but that they also have the privilege of 
making advances within certain limits upon securities up to a 
fixed percentage of the market value, according to stated pub- 
lished schedules. The rate, however, at which such advances 
may be made, as well as the government bank's discount rate, 
is uniform for everybody and is, as a rule, so much higher 
than that of the general banks, and the restrictions as to the 
character of the securities on which the government bank may 
advance are so much more rigid, that in normal times the bulk 
of the business is done by the general banks. Only when the 
demand for money increases does the rate of the general 
banks begin to approach that of the government bank ; but in 
that case the government bank will, as a rule, raise its rate, so 
as again to increase the margin over that of the general banks. 
The government banks consider themselves, more, or less, as 
constituting the national reserve, ready to take an active part 
in the nation's business only in times of emergency. A dis- 
tinction is, however, carefully to be drawn between the ab- 
normal crisis and what we may call the normal emergency 
which arises regularly in consequence of certain economic de- 
velopments, like crop movements or particular requirements 
for special industries at fixed periods, and which, as experi- 
ence has shown, subside after a time as regularly as they 
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occur. When these normal emergencies arise, the banks do 
not unduly raise their rate, but for the time being meet all the 
requirements at a given rate, and allow their circulation to 
increase, while the reserves go down. When the government 
banks anticipate, however, that more than a normal emergency 
will have to be dealt with, they continue to raise the rates in 
order to protect their reserves and to force liquidation, and 
in order to deter all branches of industry and trade from en- 
tering upon far-reaching new engagements. 

The notes which the government banks are allowed to issue 
are limited by the amount of gold and bullion which must 
be held to cover them in full, or, as in Germany, up to at 
least 33%. It would, however, lead too far astray to go into 
the details of these special regulations which govern the issue 
of notes in the different countries. It will suffice here to out- 
line the general rule. Each government bank has a very de- 
cided interest in keeping its gold holdings as large as possible, 
and in preventing the gold from leaving the country. If an 
augmented demand for money and credit accommodation in- 
creases the amount of notes outstanding, the government bank, 
by raising its rate, purposes not only to encourage a general 
contraction of business, and to force the general banks of the 
country to contract, but also to attract foreign money into the 
country. If England has a private discount rate of, say, 6%, 
that is, if first-class commercial paper accepted or indorsed 
by banks can be bought on an interest basis of 6%, and if at 
the same time, there is in France a discount rate of 4%, it 
stands to reason that the big French banks and the French 
public will invest in English bills, and that French money will 
go to England. The same holds good, of course, as to Ger- 
man, Austrian, Russian, or Scandinavian bills. It is, for in- 
stance, well known that at present, while rates in Germany 
are high and in France comparatively low, hundreds of mil- 
lions of German paper are held by the French banks. 

The French banks would not buy the individual note of an 
English, German, Russian, or Scandinavian merchant whom 
they do not know; but they do know, and must know, the 
value of the acceptance or the indorsement of the foreign 
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banks, which offer and indorse or accept this paper. They 
would not buy this paper, unless they knew that it could be 
rediscounted at any time through the existence of a central 
bank in the home country. None the less, however, the bulk 
of the business transacted by a central bank is only a fraction 
of the total business of the country, and is, in normal times, 
limited almost entirely to the purchase and collection of short 
bills. The mere existence of the central bank, however, en- 
ables the general banks to discount freely; and as everybody 
thus discounts freely, there is the widest possible market for 
discounts even without any active purchases by the central 
bank. 

While we cannot attempt to give any full description of 
the working of central banks, it may be well to add that some, 
like the Banque de France and the Reichsbank, have hundreds 
of branch offices, spread all over the country, which, in Ger- 
many in particular, have developed an admirable system of 
collection and of transferring moneys from one place to an- 
other. It may also be interesting to note that, contrary to a 
widespread idea, the central banks of Europe are, as a rule, 
not owned by the governments. As a matter of fact, neither 
the English, French, nor German government owns any stock 
in the central bank of its country. The Bank of England is 
run entirely as a private corporation, the stockholders elect- 
ing the board of directors, who rotate in holding the presi- 
dency. In France the government appoints the governor and 
some of the directors (regents). In Germany the government 
appoints the president and a supervisory board of five mem- 
bers, while the stockholders elect the board of directors. The 
German government receives three-quarters of the profits 
after the stockholders have received a dividend of 3^4%. 
Thus the central banks are independent of direct government 
interference, or there is a joint control by government and 
stockholders. But the government is the largest depositor of 
the bank, and is thus obviously, both for its own credit and 
for the welfare of the nation, vitally interested in maintaining 
its credit at the highest possible point. 

The consequence of a broad bill market is that, whereas 
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our banks keep against their deposits primarily call loans on 
stock-exchange collateral, a European bank or banker will 
keep against his demand obligations a large amount of bank- 
ing paper, which he can sell at any time at the discount rate, 
without causing any such commotion as is created with us 
when call money is rapidly withdrawn from the stock ex- 
change. 

Call-money rates and their daily fluctuations do not directly 
affect European stock exchanges. Europe has developed a 
system of monthly or half-monthly settlements on its stock 
exchanges, which means that from one settlement to another, 
the amount of cash required by the stock exchange remains 
stationary. If, at the settlement, it develops that commitments 
on the stock exchange have increased, and that a larger 
amount of money is needed for stock-exchange loans under 
normal circumstances, so much more money will be withdrawn 
from the bill market and go into the stock exchange. If less 
money is wanted by the stock exchange, so much more will go 
into the bill market. We cannot dilate fully on the interesting 
question of the comparative merits of daily versus monthly 
stock-exchange settlements. It may, however, be said that if 
it is a saving not to settle each transaction by individually de- 
livering and paying for each purchase and sale, but to pay 
and deliver only the balance of the whole day's transactions 
by one clearing (without which it would be impossible to deal 
in a million shares a day), then the saving would be still 
further increased if the clearings covered not only one day, 
but a whole week or a whole month. It might, however, be 
asked: Why not then clear only once a year? The answer is 
that, until the transaction is actually paid for, there is a risk- 
that with wide fluctuations one of the contracting parties may 
not be able to pay the difference between the price on the day 
on which the business was concluded and on the day when it 
would be finally settled. That is the reason why settlements 
in England do not exceed two weeks, and why in New York 
they should probably not exceed one week, for which period 
some method of clearing the differences daily or of securing 
them by collateral might easily be devised. 
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The present American system of daily settlements, how- 
ever, combined with the lack of a central bank and of modern 
paper, brings about the shocking conditions from which we 
are suffering. It is a fact that in Europe, where settlements 
exist, such wild fluctuations as prevail with us are unknown, 
except in our own securities. 

Our much-maligned stock exchange is the scapegoat of the 
nation; if trade contracts, the surplus money from the Atlantic 
to the Pacific is thrown on the stock exchange, creating easy 
money and encouraging speculation in securities just at a time 
when speculation ought to be slow. If industry and trade 
thrive, and are in need of money, call loans are withdrawn 
from the stock exchange, and, the more money is required by 
commerce and industry, the more the stock exchange will be 
depleted. The usual consequence is our annual money panic, 
and a resulting violent collapse of prices of securities. 

This obnoxious system of cash dealings is forced upon us 
as the result of our unreasonable usury law, which, although 
making it unlawful to take more than 6% on time loans, is in 
reality the direct cause of an almost confiscatory rate being 
charged from day to day for weeks at a time. We shall dwell 
upon this law later. The fact remains that with a legal limit 
of 6% for time money, and with the desire of the banks not to 
charge merchants a higher rate, and with the lack of any mod- 
ern paper which we could offer to other nations, there remain 
practically only two means of relieving the stringency and of 
attracting foreign money. These are the utilization of for- 
eign credit, through long bills drawn by our banks or bankers 
on Europe (and these could hardly be used during the last 
crisis in consequence of England's drastic measures) and in- 
credibly high rates for call money, that bring about wholesale 
realizations and attract foreign buyers at our bankruptcy 
prices. 

Banks have been blamed for the high rates and for having 
had so much money on the stock exchange. They are abso- 
lutely helpless with regard to both. How could a bank with- 
stand a run, if it had all its money in unsalable commercial 
paper, and how is a bank to meet the demands made upon it 
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otherwise than by drawing upon its quick assets, viz., its call 
loans? It is our system that is wrong from top to bottom; it 
is this and not the individual that is to be blamed in this 
respect. 

The aggregate amount invested in trade and commerce 
must vary. Its grand total should be many times the amount 
invested in stock-exchange loans, which represent the securi- 
ties carried for speculative investors. Our way of doing busi- 
ness may be illustrated by two adjoining reservoirs, a small 
one and a very large one. The small one represents the stock 
exchange and contains the call loans ; the large one represents 
the general business of the country, as expressed by commerce 
and industry. In Europe they regulate the small reservoir by 
pumping water into it from the large one, or by withdrawing 
water from the small reservoir into the large one. In this way, 
the outflow and inflow in the large reservoir are scarcely per- 
ceptible, and there is no difficulty in regulating the small one. 
With us, we do the reverse. If there is a shortage of water in 
the large reservoir, we begin to draw on the small one and, in 
order to increase the water in the large reservoir by an inch, 
we empty the small one altogether or, in order to decrease the 
amount of water in the large reservoir by an inch, we fill the 
small one to the overflowing point. Moreover, Europe can 
tap a third reservoir, the additional currency issued by a cen- 
tral bank, with which to regulate the large reservoir if it fluc- 
tuates more than a few inches, while with us no such final 
reserve exists. As a consequence, fluctuations of several feet 
appear to be inevitable and regular occurrences with- us. It 
may be added that not for many years has the European reser- 
voir shown such variations as this year, and we must sadly 
admit that Europe's abnormal rates were due largely to our 
own unbalanced conditions. Unable to regulate our own 
household and to use our own gold, we have accustomed our- 
selves to use and to abuse Europe, which suffers intensely from 
our lack of a proper system. 
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III 

Let us now add a few words about European and American 
banks in general. 

We have in the United States national banks, state banks, 
and trust companies, practically without any proper line of 
demarcation ; they are all, more or less, doing a similar busi- 
ness, except that the national banks have the privilege and 
duty of providing currency against government bonds. In 
Europe we find the privilege of note issue restricted to the 
government banks, which are hemmed in by such regulations 
as to keep them out of speculative business or general com- 
mercial transactions. Whenever a note-issuing bank desires 
to enter upon general business, it has to abandon the privilege 
of issuing notes. 

Outside of the note-issuing banks the only European banks 
that are regulated by law as to their investments and their 
way of doing business are the savings banks. For all other 
banks there is no government supervision, there are no laws 
as to their reserves against deposits, and no restrictions as to 
indorsing or establishing branch banks. On the contrary, ac- 
cepting, discounting, and indorsing paper form the essence 
of Europe's banking, which is built up on a system of old, es- 
tablished, very important general banks with large capital 
and with a network of branch offices and agencies all over the 
country, and in the centers with many branch offices in a 
single town. On the whole, this system of making large re- 
sponsible banks and their branches the custodians of the peo- 
ple's money is preferable to our system of allowing a few, 
often irresponsible, men to get together, hire some ground- 
floor corner, fit it up in marble and bronze, and call it a bank, 
with a capital of $100,000, and often less, and a corresponding 
surplus paid in, not earned. Small banks constitute a danger, 
particularly so if they accumulate deposits which are out of 
proportion to their own resources. There is an old French 
and Italian banking rule that deposits ought not to exceed 
four or five times the amount of capital and surplus. This 
rule is certainly a wise one for a country with so imperfect a 
banking organization as the United States. 
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While Germany and France may claim the best government 
bank organizations, there has been too much concentration in 
the business of the general banks of these two countries. The 
German and French banks have accomplished a wonderful 
piece of work, but their system of " taking it all," being banks 
of deposit, discounters, acceptors, indorsers, brokers, and un- 
derwriters at the same time, is not free from danger. Not 
that there is risk of their getting involved, but there is too 
much elimination of independent firms, which constitute a val- 
uable backbone, especially in times of need. In Germany, 
where this process has been most marked, there is a strong 
movement on foot to undo the harm that has been done. 

The English system has, in this respect, so far proved the 
best, for the reason that, while they have large deposit banks 
with branch offices all over the country, they have kept these 
deposit and check banks comparatively free from commission, 
investment, underwriting, and kindred operations. In Eng- 
land the investment and the commission business remain 
mainly with the broker, while the contracting of large loans 
and the formation of syndicates is generally left to private 
firms, or if it is a question of South American, Oriental or 
colonial loans, to the banks which confine themselves to busi- 
ness with these countries. Again, there are foreign exchange 
houses and firms conducting exclusively an accepting and in- 
dorsing business ; and finally, there are the big discount com- 
panies. One might say that every branch of these various 
enterprises is taken care of in an able and efficient manner in 
England; business is done at fair rates and at the same time 
substantial profits are earned. 

In Europe the general banks are not required to hold gold 
reserves. Gold reserves are kept exclusively by the note-issu- 
ing central banks, which have outstanding demand obliga- 
tions payable in gold. 

We ought carefully to draw the line between a working re- 
serve and a gold reserve. A general bank has no need of a 
gold reserve. But every general bank or financial institution 
ought to have a large working reserve against its demand ob- 
ligations. Such working reserve, however, need not consist 
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of legal-tender notes, but of such assets as can be quickly 
turned into cash credits; be it call loans, bank paper, British 
consols, or whatever can readily be made available in times 
of stress. In addition, the European banks generally have 
very large on-demand deposits, especially with the central 
bank of the country, and, of course, a substantial amount of 
actual cash, as it is required for the daily needs of the business. 

But why should state banks or trust companies or national 
banks, if they happen not to issue notes, carry gold reserves? 
For their own protection they need strong working reserves, 
but, if it were not for our lack of a central bank and for the 
shortcomings of our treasury system, why must they lock up 
legal-tender notes to such an extent? 

In Europe the gold reserve and the emergency reserve of 
the country are kept and managed by the central bank. We 
have already shown how the government bank acts in pro- 
tecting the country and in providing for its needs. Let us 
clearly understand that without the bank rate, that is, without 
the ability to regulate the rate of interest in times when the 
government bank's cooperation is needed its efficiency would 
be nil. A system of modern banking paper is absolutely nec- 
essary to establish this power of the bank, and furthermore, a 
credit so firmly established that the higher rate of interest will 
act as an inducement to invest and not as a breeder of distrust 
and an incentive to realize. A further requirement is a sys- 
tem of large and conservative banks that will cooperate, and 
that, as a matter of fact, cannot afford to abstain from falling 
in line with the general tendency initiated by the central bank. 

With such a system, a panic like the one from which we are 
just emerging should be impossible. For no matter whence 
money is withdrawn, it would turn up in another bank. It is 
inconceivable that conditions would nowadays arise in either 
England, Germany, or France where people would lose entire 
confidence in all banks, government banks and savings banks, 
so that actual hoarding and locking away of money would 
occur. Our worst hoarders, the banks and trust companies, 
would, under a European system, have no reason to lock up 
actual money, since they would be fully protected by accumu- 
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lating a balance with the central bank. The unheard-of fact 
that during a scarcity of currency the banks, instead of dis- 
bursing their cash, begin to accumulate and actually to hoard 
currency, would be an impossibility. 

There are two different kinds of panics or crises with which 
a nation may have to deal. One is a domestic drain, created 
by strong domestic demands, degenerating into a panic by 
some catastrophe engendering the fear that the supply of 
money will reach an end. Such panics must be met by paying 
out freely and boldly. Bagehot says : 

A panic, in a word, is a species of neuralgia; and according to the 
rules of science, you must not starve it. The holders of the cash 
reserve must be ready, not only to keep it for their own liabilities, 
but to advance it most freely for the liabilities of others. In wild 
periods of alarm one failure makes many, and the best way to pre- 
vent the derivative failures is to arrest the primary failure which 
causes them. 

And further on he says : 

It is not unreasonable that our ultimate treasure in particular cases 
should be lent ; on the contrary, we keep that treasure for the very 
reason that in particular cases it should be lent. 

Another kind of panic may arise through a drain from with- 
out. Such drain must be met in modern countries by increas- 
ing the rate of interest until the tide has turned, until the 
creditor finds it more profitable to leave the money where it 
brings attractive interest than to withdraw it. Both kinds of 
panics have been successfully met, or have been entirely 
averted, in Europe by central banks and by a firmly estab- 
lished credit. Germany, for instance, without such a system, 
would now be in the midst of a panic; but she has safely 
avoided it, in spite of her being by nature a poor country, 
while we, nature's spoilt children, need only be wise to be rich 
and safe. 

As it is, neither can we protect ourselves by a discount rate, 
there being no discount system, no central bank, and no legal 
rate beyond 6% ; nor can we meet an internal panic because, 
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irrespective of other shortcomings of our system, it forces each 
bank to look out for itself and to try to draw away the cash 
from the others, in order to increase the amount in its own 
vaults, thus aggravating the panic. While the only way to 
meet a panic should be to pay freely, any bold action is para- 
lyzed by the frightful thought that there is no way of creating 
additional currency, and by the knowledge that, if the drain 
continues, there are no means of preventing wholesale indi- 
vidual failures unless general suspension of cash payments is 
adopted. While one thousand millions of dollars were lying 
idle in our banks and trust companies as so-called reserves, 
that is, as the final resort in case of need, this money, by vir- 
tue of the law, could scarcely be touched ! What, then, is the 
use of such reserves? if they are not available in such times, 
and if, even in contravention of the law, they could not be 
used by one bank without fear of being ruined unless all 
banks agreed to use them freely? And as it is impossible, 
even without such a law, to make all banks act in the same 
bold way, it follows that reserves should be concentrated, as 
they are in Europe, and that while the banks may be asked to 
cooperate, they must be governed in this respect by one cen- 
tral organ. 

The question of treasury and government-bond secured 
bank notes has been so fully and so ably dealt with by Mr. 
Hepburn in a preceding address, that I can limit myself to the 
hearty indorsement of what he said in this respect. 

The net result of our system is that immense amounts of 
gold and currency are wastefully locked up, and that, in spite 
of our immense gold treasure, which is four times as large as 
that of England, and notwithstanding our enormous per capita 
circulation of thirty-five dollars, we suffer almost annually 
from acute scarcity of money. 

If we only had the means energetically to contract our cur- 
rency, and to use our gold in a scientific and a practical way, 
we should have gold and currency enough to meet any panic. 
As it is, the amount of notes outstanding is about stationary in 
times of activity or stagnation alike, while as a consequence 
the rates for money vary between zero and 200%. In Europe 
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it is the reverse ; rates are fairly stationary and the amount of 
notes outstanding contracts and expands. With a cash bal- 
ance of $260,000,000 during the recent crisis, our govern- 
ment had to incur new indebtedness to enable and to induce 
the banks to issue additional currency. Within three months 
the circulation increased through this artificial process by 
eighty million dollars, but the government had to lose about 
$1,000,000 of the people's money to reach this result. On the 
other hand, the German Reichsbank issued in one week, at 
the end of last December, M. 320,000,000 and the government 
received a 5% tax on this issue, which is borne by those who 
received the money. These notes returned to the Reichsbank 
within less than three weeks. 

Our present system of maintaining and selling government 
bonds on a basis so high that only national banks can buy 
them results in constant inflation of our currency by about 
75% of the amount of new government securities issued from 
time to time. Inflation with practically no contraction! It 
would be cheaper and more straightforward if the govern- 
ment, instead of issuing interest-bearing government bonds, 
would issue new greenbacks. It amounts to the same thing, 
and the government would in addition not lose the interest. 

Furthermore, our one-man-power system of the treasury is 
contrary to European ideas; it is harmful to the country and 
unfair toward the incumbent of the office. While our genera- 
tion has been particularly fortunate in seeing this office occu- 
pied by honest and able men only, the danger remains, never- 
theless, that this vast power may one day be vested in less de- 
sirable men. Besides, the laws governing the functions and 
powers of the Secretary of the Treasury are old-fashioned, 
in parts too loose and in parts too extreme, and not clearly de- 
fined, so that even under the same President we find a radi- 
cal change from one method to another, according to the indi- 
vidual interpretation by the incumbent of the office. 

This lack of continuity is injurious. Europe does not give 
such vast and arbitrary powers to one single political official, 
holding office for a comparatively short time only, and often 
without proper business training. On the contrary, the powers, 
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clearly defined and properly restricted, are vested in a per- 
manent non-partisan body of business men of the highest 
standard, thus constituting a system which insures clear legal 
conditions, safety and continuity. 

IV 

A similar difference exists between the United States and 
Europe as to general legislation governing banking transac- 
tions and corporations. In dealing with these questions it is 
not my intention to accuse anybody or to excuse anybody ; the 
only object of this investigation is to explain certain funda- 
mental shortcomings of our system. 

Modern banking is built upon gold — and confidence. The 
question of how to estimate working reserves, business risks 
and profits, as well as the general valuation of securities, all 
these are indissolubly interwoven with the other question of 
how firmly established is the confidence on which the whole 
structure rests and how far this confidence is liable to be shaken 
in normal and in troublous times. 

The basis of confidence is an immutable belief in the con- 
tinuity of political and social conditions, which are held to be 
safe and sacred. There must be faith in the continuity of the 
form of government, in the continuity of the legal status, and 
in the fair observance of law by government and governed 
alike. There cannot, however, be confidence in the continuity 
of the laws until they rest on a broad, equitable basis, and are 
fairly uniform over the entire country. There is nothing so 
harmful and so dangerous as the existence of two laws, the 
one a written law, unenforced and often impossible of enforce- 
ment, the other a customary law, which stands unchallenged 
for generations and which the written law cannot override, 
often because the latter, enacted in haste or hate, is incom- 
patible with reasonable business usages and necessity. 

Just and uniform laws, universally observed and equably 
enforced, imply wholesome government regulation. Loose 
or extreme laws that cannot be observed and that, therefore, 
are not generally enforced, but that may be suddenly and 
spasmodically enforced according to the whim of the people 
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or of the party in power (yesterday a dead letter and to-mor- 
row a firebrand), imply anarchy or autocracy. In financial 
matters Europe has advanced far in attaining the former con- 
dition; we have made little progress in emerging from the 
latter state. 

To cite only a few instances : 

If the full taxes on capital, at present about 1.68%, were 
exacted and paid, no capitalist could remain in New York. 

If banks did not over-certify, our financial centers would 
have to stop business. 

If it had not been possible to pay rates far exceeding 6% 
for time loans, it would not have been possible a few weeks 
ago to draw so much gold from Europe, where money rates 
were above 6%, and the catastrophe would have been still 
worse than it was. 

But, we venture to ask, why is it necessary to force people 
to evade the laws in order to carry on business ? 

Among the important laws that have a distinct bearing on 
the banking situation, and that are in great need of revision, I 
should specify the following : 

In the first place is to be put the usury legislation of our 
separate states and especially of New York. The usury laws 
in Europe, where they exist at all, apply only where the bor- 
rower is in dire distress when seeking and accepting a loan, 
and where the individual or corporate lender knowingly profits 
from his helpless situation when exacting usurious rates. 
Usury can be judged only in the light of the surrounding cir- 
cumstances; and usury laws in Europe generally apply only 
to individuals. Our law, which prevents solvent firms of 
bankers, merchants, manufacturers, or brokers from contract- 
ing for money on time at more than 6%, implies not only un- 
dignified tutelage, but unsound business judgment. The re- 
cent crisis has shown that it was not taking advantage of peo- 
ple in need to give them money on time at over 6% ; on the 
contrary, it would have been a blessing, and in many cases 
their salvation, if they had been able to receive the money at 
even a much higher rate. This unsound and completely inde- 
fensible usury law is, however, the reason why we must have 
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daily settlements, and in this and other ways it indirectly leads 
to frequent convulsions of our money rates. 

Secondly, the lack of a modern system for discounting com- 
mercial paper in the United States is due to the want of uni- 
formity and precision in the laws governing bills of exchange 
and bankruptcy. This uncertainty as to procedure forces us 
to prefer the well-defined promissory note — however unsal- 
able — to the business of accepting and indorsing commercial 
paper at the low commissions customary in Europe. Further- 
more, since our commercial business is chiefly financed by the 
national banks, it is a foolish regulation that prevents their 
indorsing or accepting such paper to any extent, in order that 
they may carry out the purely secondary object of issuing 
bank notes. 

Another difference between Europe and America that af- 
fects the banking business is the regulation of the issue of se- 
curities. 

Stock watering, that is, capitalization of earning power and 
of goodwill, is permitted in England and France, while it is 
not allowed in Germany. While, personally, I prefer the 
German system, it is a mistaken idea to think that the capitali- 
zation of earning power necessarily means taking advantage 
of somebody. If the German sells at 200% an industrial stock 
paying 10% dividends, it amounts to the same as if the Eng- 
lishman had sold at par twice the amount of shares, on which 
a 5% dividend is paid. But whether we adopt the one system 
or the other, it is of the first importance that the public should 
be fully informed as to the real value of the stock which it ac- 
quires, and that the law should be clear and definite in its 
terms, and equal rather than erratic in its enforcement. 

In Germany the law makes all public offerings of securities 
and applications for listing on the stock exchange dependent 
on the publication of a full prospectus. This document must 
contain all facts of importance concerning the security offered 
and must be submitted to, and approved by, a state commis- 
sioner. Anybody withholding information, or furnishing 
wrong and misleading information, is criminally liable. At 
the same time, the law requires that balance sheets be pub- 
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lished regularly, and where the issue deals with a new flota- 
tion the prospectus must state clearly the value and the price 
of the properties transferred to the corporation at the time of 
its incorporation, and in certain cases also the names of those 
from whom they were bought. 

We come finally to one of the most important of the subsi- 
diary points affecting our banking system, namely, the rela- 
tion of the directors to the corporation. In most of the Euro- 
pean countries, particularly in Germany and France and, to a 
certain extent, in England, this relation departs radically from 
our custom. The French and German corporation is man- 
aged by a board of directors and salaried managers. The 
latter are not members of the board, as is the managing presi- 
dent with us. The board of directors in Europe supervise the 
managers, who have to report to the board about their acts 
and proposed acts, in order to secure their sanction. The rule 
is that both the managing officers, whose fixed salaries are 
comparatively small, and the board of directors share in the 
profits of the company. The stockholders ordinarily receive 
the first 4%, while of the surplus over 4%, a certain propor- 
tion goes to the managing officers and their staff and to the 
board of directors. As the corporation grows, the percentage 
going to the directors and the managers is frequently modified 
to whatever the shareholders consider a fair compensation. 
The net profit of the forty-five important German banks for 
1906 was M. 231,000,000. The aggregate capital of these 
banks was M. 2,198,000,000 with a surplus of M. 542,000,000, 
making their total resources M. 2,740,000,000. Of this net 
profit about M. 200,ooo,ooo were paid out; about one-seventh, 
viz., M. 28,000,000, was paid to the managers and staff 
and to the directors, while the remaining six-sevenths, being 
M. 171,000,000, were paid to the stockholders, being an aver- 
age dividend of 8.07%. 

The underlying idea is a very different one from our own. 
The European maintains that, in order to hold any one liable 
in case he does not perform his duty, one ought to pay him if 
he does. In Germany, for instance, if a director does not act 
with what would be deemed ordinary business prudence, and 
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if he neglects his duties, so that the company suffers loss, he is 
made personally liable. In the very rare cases of bad bank 
failures which Germany has witnessed, like that of the Leip- 
ziger Bank, — which, however, owing to Germany's admirable 
system, passed by without any panic — the directors, among 
whom were men of many millions, lost all they possessed. 

While the law is thus very rigid, it does, on the other hand, 
not require the director to be anything more than honest, or 
to do anything more than use the utmost possible care. But 
the board members in a bank, who receive quite a large in- 
come through their share of the profits, realize that they must 
in turn devote a good part of their time and energies to the 
interests of the bank. All corporations, like the big shipping 
lines, the industrial concerns, and the insurance companies, 
are run on exactly the same system. As a result, the so-called 
dummy director, so familiar to us, does not exist, because 
every director is materially concerned in seeing to it that the 
interests of the company are fully safeguarded at all times, 
and that no one director or manager receives any profits that 
might be determined to the corporation ; while at the same 
time this system makes the directors disinclined to consent to 
over-capitalization. 

With us, on the other hand, the laws and usages regulating 
the relations of director to stockholder need much moderniz- 
ing. We do not pay our directors, for ten dollars or so per 
meeting cannot be considered a remuneration. Under the old 
system is was considered good style to be on the board of a 
bank, as it was to be on philanthropic, religious, or educa- 
tional boards ; membership was, in fact, largely a social func- 
tion. Or, on the other hand, some individuals were willing 
to join a board without any compensation, because it was their 
own business that they were managing; e. g., their own rail- 
road, for which they had to supply the wherewithal them- 
selves, and the territory of which they had to open by taking 
up farming or mining or by starting other industries. In 
such cases they sometimes made money and sometimes suffered 
heavy losses; but on the whole, it was this system of directors 
as chief stockholders and ever active prospectors, assuming 
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large risks themselves, that developed the country and made 
it what it is to-day. 

In the course of time, however, as the corporations grew in 
size and number, directorship ceased to be a social function, 
and the corporations ceased to be the property of a few. They 
became the property of a large community of stockholders, 
and the directors, from being majority stockholders, slowly be- 
came trustees. 

With the evolution of the modern conception of trusteeship 
has come the present tendency to endeavor to tie the director 
hand and foot and to hold him liable if anything goes wrong 
with the corporation. But let me ask, what right has one 
shareholder substantially to say to the other: " Go on the 
board, work for me, worry for me, give your time and spend 
your energy; I shall not pay you for it, but I shall hold you 
strictly accountable if anything happens to my company. If 
you chance to have a business of your own, and if you find 
any time left for it, be very careful not to do any business with 
my company. Leave that privilege to me. Because you work 
for me, you lose that privilege ; and because I do not work for 
you — I retain it." That is virtually the present attitude of the 
American stockholder and to a certain degree the legal status 
of the director. Let us do as the Europeans do, let us remun- 
erate our directors in proportion to the dividends they earn 
for us, and then we shall not only have the full right to hold 
them liable and to ask them to give up certain privileges, but 
we shall at the same time have greater certainty that every di- 
rector will be careful to do his best. 

Banking, like almost all other commercial transactions, is 
in reality an insurance business. For each risk, we ask and 
receive a premium commensurate with the hazard of the trans- 
action. In a city built on volcanic ground the insurance 
premium is high. Bankers' profits in America are higher 
than in Europe; but they must be high so long as, for lack of 
modern banking methods and of uniform and well-established 
laws, we live financially on volcanic ground. We have just 
passed through a pretty lively earthquake, and the losses which 
wiped out the profits of years show conclusively that the 
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premiums earned were not too large in proportion to the risk. 
Do not let us blame the insurance company, but let us be 
doubly careful to build only in steel and stone and let us build 
on solid ground. For, luckily, in this instance it is within 
our power to transform that volcanic ground into a solid foun- 
dation. 

We are apt to think that our problems are peculiar to us 
and that we must find our own way of solving them. If we 
had only realized that American and European history is 
being written with the same ink, that man is man, with similar 
virtues and similar vices, on both sides of the Atlantic, we 
might have learned much from experience, and might have 
been able to avoid much amateurish and harmful legislation. 

Germany also had many sovereign states which ultimately 
formed a union. In each of these states there was a different 
legal system, — German law, Roman law, Code Napoleon and 
all kinds of local laws. Yet Germany organized a commission, 
which worked for twenty-five years and which finally com- 
pleted a code of laws to govern the entire country. A uniform 
commercial code had, in fact, been created far earlier, and 
Germany has now for many years been enjoying the advan- 
tages of uniformity. With us, also, there are surely many 
questions, social as well as commercial, on which the East and 
the West, the North and the South, can agree, and on which 
uniformity of state legislation can be secured — if for no other 
reason than to avoid the much-disliked federal regulation. 

In Germany, Sweden, and Switzerland — the last of the 
countries to adopt a central bank — we find that obstinate oppo- 
sition was long directed against the creation of such a central 
institution, chiefly by the then existing numerous banks of 
issue, which feared lest their business might suffer. In each 
country in turn the very banks that were forced to abandon 
the right of issue in order to become banks of discount and de- 
posit acknowledge to-day that they have derived nothing but 
profit from the change, and that the central bank has con- 
ferred unalloyed benefit on the entire country. 
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V 

While our investigation has disclosed the nature of the 
ideal, it has, at the same time, also made it evident that we are 
still far removed from this ideal; so far, in fact, that any at- 
tempt to reach it immediately would be futile. We can, in- 
deed, advance only step by step, but I am convinced that we 
shall never attain the summit of our ambitions or reach a com- 
pletely satisfactory condition until we have worked our way to 
a central bank and to the adoption of clear and equitable stat- 
utes. We cannot secure uniform laws promptly, but we can 
begin by modifying some of the laws mentioned above, which 
are incompatible with common sense, and by creating truly re- 
sponsible boards of directors like those in Europe. 

We cannot have an effective modern central bank, because 
there are no modern American bills of exchange, and we can- 
not create a sufficient amount of modern paper without a cen- 
tral bank. We cannot have stock-exchange settlements with- 
out the abolition of the usury law ; but even after its abolition 
we must have a bill market before we can do away with daily 
settlements and call loans, based on these daily transactions. 
Nevertheless, every one of these changes will have to be ef- 
fected some day, and it is all-important that each successive 
step in currency and banking reform be made with this end in 
view. 

From this standpoint it is evident why neither the Aldrich 
bill nor the Fowler bill can be deemed to be a step in the right 
direction. Every measure is bad ( I ) which accentuates 
decentralization of note issue and of reserve; (2) which 
uses exclusively bonds as a basis for additional circulation ; 
(3) which gives to commercial banks power to issue additional 
notes against their general assets without restricting them in 
turn in the scope of their general business, and without creat- 
ing some additional independent control, indorsement, or 
guaranty; (4) which gives arbitrary powers exclusively to 
political officers, often untrained in business, and usually hold- 
ing office only for a short period. 

A central clearing house, with power to issue against clear- 
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ing-house certificates notes to be guaranteed by the United 
States, would, in my judgment, form the best solution for the 
time being. The creation of a central clearing house with a 
capital of its own and with a limited dividend, the surplus 
revenue going to the United States, would leave present con- 
ditions undisturbed, and, while offering immediate relief, 
would at the same time form a sound basis for future develop- 
ments. The plan would possess the following advantages : — 

1. The clearing house would have its own gold reserve. 

2. It would centralize the additional note issue and would 
therefore do better service in permitting legitimate expansion 
as well as in forcing effective contraction, which, with sixty- 
five hundred independent note issuers, is well-nigh impos- 
sible. 

While additional notes issued by a bank mean an increase 
of deposits, which may perhaps be called any day or which, on 
the other hand, may remain forever, an advance by the cen- 
tral clearing house would be made to the banks for a given 
period, after which the money must be returned. It would, 
therefore, be safer for the banks, and would at the same time 
insure contraction after a certain time, as in Europe. 

3. The central clearing house would be able to accommo- 
date commerce and industry in times of need by accepting 
commercial assets, provided that they are recognized as legiti- 
mate and safe by the indorsement of the local clearing houses. 

4. It would leave our national banks without any further 
independent note-issuing power, and would in this respect be 
beneficial; for additional note-issuing power should logically 
carry with it further restrictions as to their privilege of doing 
a commercial business, whereas their privileges in this respect 
should rather be increased. 

5. Through the share in the profits reserved for the gov- 
ernment, the latter would receive some return on the funds 
which it would deposit with the banks through the central 
clearing house, whereas at present the government does not 
receive any such return. 

6. It would form a medium through which gold loans 
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might be contracted with European government banks in a 
way similar to that by which transactions have been concluded 
between the Bank of England and the Banque de France. 

7. If there were formed to supervise the management of the 
central clearing house a central board administered by sal- 
aried managers, as in Europe, and comprising business men, 
largely selected from the clearing-house committees, as well 
as political officials, it would eliminate the arbitrary powers 
which the Secretary of the Treasury is now called upon to ex- 
ercise, and it would create a continuity of policy, which is 
most essential for the development of the country. 

8. Finally, it would show that this country is able to pro- 
duce a body of men as honest, as trustworthy, and as efficient 
as those into whose hands Europe has confided the care of its 
central banks. As the confidence in this body grows, as the 
banks come to feel its beneficent influence, the powers of this 
clearing house may gradually be increased, and thus from 
the joint indorsement by the clearing houses we may gradu- 
ally gain our way to the indorsement and acceptance by indi- 
vidual banks, so that we may finally be able to develop a cen- 
tral organ which, safeguarded from political and from finan- 
cial domination and rigidly restricted as to its scope of busi- 
ness, will place us financially in a sound and healthy condition 
and will cause us in this domain, as in others, to be respected 
as a modern and completely civilized nation. 
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